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Provisions historically have been difficult for interpretation. The nature of provisions is such that they are
subjective and non-cash. This means they are vulnerable to manipulation. If a user is to understand the operating
performance of an entity and then to use this as a basis for valuation then a sound understanding of provisions is
vital (Antill and Lee, 2008).
Prior research has shown that provisions are a vehicle of earnings management and one of the most discretionary
accruals. Managers exercise discretion over provisions to meet or beat earnings target.
Some liabilities can be measured only by using a substantial degree of estimation. Some entities describe these
liabilities as provisions. In some countries, such provisions are not regarded as liabilities because the concept of a
liability is defined narrowly so as to include only amounts that can be established without the need to make
estimates. When a provision involves a present obligation and satisfies the rest of the definition, it is a liability even
if the amount has to be estimated. Examples include provisions for payments to be made under existing warranties
and provisions to cover pension obligations (IFRS, Conceptual Framework, p. 4.19).
With regard to conservatism, a similar ambiguity can be observed in the IASB framework from 1989. Prudence is
mentioned as one of the qualitative characteristics that makes financial statement information useful to users, but a
reservation is added, which makes the paragraph difficult to interpret: The preparers of financial statements do,
however, have to contend with the uncertainties that inevitably surround many events and circumstances, such as the
collectability of doubtful receivables, the probable useful life of plant and equipment and the number of warranty
claims that may occur. Such uncertainties are recognized by the disclosure of their nature and extent and by the
exercise of prudence in the preparation of the financial statements. Prudence is the inclusion of a degree of caution
in the exercise of the judgments needed in making the estimates required under conditions of uncertainty, such that
assets or income are not overstated and liabilities or expenses are not understated. However, the exercise of
prudence does not allow, for example, the creation of hidden reserves or excessive provisions, the deliberate
understatement of assets or income, or the deliberate overstatement of liabilities or expenses, because the financial
statements would not be neutral and, therefore, not have the quality of reliability (IASB Framework, paragraph 37)
(Hellman, 2008).
Hellman (2008) considers that the lower emphasis on consistent conservatism under IFRS will be replaced by an
increased use of temporary conservatism. The temporary application of the conservatism principle (changes in
accounting estimates) implies that profits will initially be understated, leading to the creation of a hidden reserve or
to excessive provisions, followed by a subsequent overstatement of profits in later periods (Feleaga, Dragomir and
Feleaga, 2010).
Felega (2010) et al. believe that the recognition of provisions is intimately linked with accounting conservatism,
and they engage in establishing the connection between national culture and international accounting standards,
through the analysis of the frequency and scale of this type of uncertain financial liabilities. They argue that
provisions are thought to increase the degree of accounting conservatism, by an anticipated and extended
recognition of provisions in the financial statements.
Peek (2004) provides evidence of the informative value of provisions. His study tests the claim that firms
systematically adjust their discretionary provisions in response to current or anticipated changes in accounting
performance. Then the study sheds light on the benefits of reducing discretion in recognizing provisions.
Specifically his results suggest that allowing less discretion in provision reporting has potential benefits as it reduces
earnings management; likewise the potential benefits of banning non-specified provisions are greater than the
potential benefits of banning clearly specified provisions. Firms report unexpectedly positive changes in provisions,
making current unexpected changes in provisions informative about the following year’s earnings performance. His
results finally show that when current earnings changes are low, firms that recognize unexpectedly positive changes
in provisions, i.e., that take a big bath, expect that current earnings changes are less persistent than firms that
recognize unexpectedly negative changes in provisions, i.e., that manage earnings upward.
The recognition of provisions requires estimation, interpretation of probabilities and key assumptions. Sevin and
Schroeder (2005) stated that estimations open the door to possible earnings manipulations. Arthur Levitt the former
chair of the U.S. Securities and Exchange Commission (SEC), outlined five earnings management techniques that he
described as threatening the integrity of financial reporting. One of these techniques is “cookie jar reserves” which is
1. Int roduction
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2.1. ProvisionsUnder IAS37
overstating sales returns or warranty costs in good times and using those overstatements in bad times to reduce
similar charges (Sevin and Schroeder, 2005).
As it well documented in the accounting literature, manipulation of accounts is an old accounting problem. The
most prevalent terms used to describe the problem are creative accounting and earnings management (Baralexis,
2004).
Earnings management is prevalent; but, except for egregious cases, it is hard to detect and prosecute. Most of
these manipulations are perpetrated by misestimating the multitude of provisions and reserves underlying earnings
computations and by exploiting the vulnerabilities inherent in the accepted accounting framework (Lev, 2003).
Earnings management with the help of transactions involving uncertainty is the motivation of this study.
Recognition and disclosure of provisions are the key elements of interpreting probabilities and estimating
uncertainty. The purpose of this study was to explore the position statement of provisions, provision types and
trends in the financial reports of Borsa Istanbul 100 (BIST100) non-financial companies. For this purpose,
recognition and disclosure of provisions in the financial reports have been examined. This study also focused on
whether the disclosure of provisions provided on key assumptions and estimation uncertainty is limited or not. To
measure the uncertainty degree of companies’ obligations gives trend of provisions that is presented in the financial
reports.
The remainder of this study has been organized as follows. In section 2, provisions and their financial effects are
described regarding the International Accounting Standard 37, conservatism principle and earnings management
issue. In section 3, data analysis and findings are given. Section 4 presents conclusion and recommendation for
further research.
International Accounting Standards (IAS) 37 deals with provisions, contingent liabilities and assets. The
objective of this Standard is to ensure that appropriate recognition criteria and measurement bases are applied to
provisions, contingent liabilities and contingent assets and that sufficient information is disclosed in the notes to
enable users to understand their nature, timing and amount.
According to IAS 37 Provisions, Contingent Liabilities and Contingent Assets, a provision should be recognized
when (a) an entity has a present obligation (legal or constructive) as a result of a past event; (b) it is probable (i.e.
more likely than not) that an outflow of resources embodying economic benefits will be required to settle the
obligation; and (c) a reliable estimate can be made of the amount of the obligation. The Standard notes that it is only
in extremely rare cases that a reliable estimate will not be possible.
In applying the (b) condition, the term probable is defined as “more likely than not to occur”. This phrase is
interpreted to mean the probability of occurrence is greater than 50 percent. If the probability is 50 percent or less,
the provision is not recognized (Kieso, Weygandt and Warfield, 2011).
The use of estimates is an essential part of the preparation of financial statements and does not undermine their
reliability. This is especially true in the case of provisions, which by their nature are more uncertain than most other
items in the statement of financial position. Except in extremely rare cases, an entity will be able to determine a
range of possible outcomes and can therefore make an estimate of the obligation that is sufficiently reliable to use in
recognizing a provision (IAS 37, paragraph 25).
The amount recognized as a provision should be the best estimate of the expenditure required to settle the present
obligation at the end of the reporting period (IAS 37, paragraph 36).
Uncertainties surrounding the amount to be recognized as a provision are dealt with by various means according
to the circumstances. Where the provision being measured involves a large population of items, the obligation is
estimated by weighting all possible outcomes by their associated probabilities. The name for this statistical method
of estimation is ‘expected value’. The provision will therefore be different depending on whether the probability of
a loss of a given amount is, for example, 60 per cent or 90 per cent. Where there is a continuous range of possible
outcomes, and each point in that range is as likely as any other, the mid-point of the range is used (IAS 37,
paragraph 39).
2. Provisionsand Their Financial Effects
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Provisions shall be reviewed at the end of each reporting period and adjusted to reflect the current best estimate.
If it is no longer probable that an outflow of resources embodying economic benefits will be required to settle the
obligation, the provision shall be reversed (IAS 37, paragraph 59).
For each class of provision, an entity shall disclose:
(a) The carrying amount at the beginning and end of the period;
(b) Additional provisions made in the period, including increases to existing provisions;
(c) Amounts used (i.e. incurred and charged against the provision) during the period;
(d) Unused amounts reversed during the period; and
(e) The increase during the period in the discounted amount arising from the passage of time and the effect of any
change in the discount rate. (IAS 37, paragraph 84)
An entity shall disclose the following for each class of provision:
(a) A brief description of the nature of the obligation and the expected timing of any resulting outflows of
economic benefits;
(b) An indication of the uncertainties about the amount or timing of those outflows. Where necessary to provide
adequate information, an entity shall disclose the major assumptions made concerning future events; and
(c) The amount of any expected reimbursement, stating the amount of any asset that has been recognized for that
expected reimbursement (IAS 37, paragraph 85).
The financial statement cannot be limited to only recording past operations. According to the prudence
(conservatism) and accrual principles, they must also take account of future disbursements, particularly in respect of
expenses to come. Recording a provision will allow a company to respect the prudence principle regarding the
liabilities and expenses. In fact, the obligations that existed prior to the closing date of the exercise must be taken
into account (Dick and Missonier-Piera, 2010).
In a recent discussion paper on an improved conceptual framework (IASB, 2006a), the IASB and the FASB
argue that prudence and conservatism are not desirable qualities of financial reporting information (IASB, 2006a,
BC2.22). The changes in the business conditions of a firm should be reflected in the financial reporting via changes
in future-oriented estimates and probabilities. A more valid description is that consistently conservative accounting
treatments will be replaced by accounting methods that leave more opportunities for temporary conservatism
(changes in accounting estimates that temporarily understate net assets via the creation of hidden reserves or to
excessive provisions which later may be reversed). From a user perspective, temporary conservatism is demanding
because of the increased income-shifting between periods (Hellman, 2008).
Conservatism is an accounting tool for dealing with uncertainty. IFRS seems to be based on the idea that changes
in uncertainty can be handled in a neutral way without either an optimistic or a conservative basis. The idea is that a
change in uncertainty can objectively be transformed into a changed estimate without any bias (Hellman, 2008).
As long as income and net worth have an impact on managers’ wealth, conservatism will remain an optimal
accounting principle. The recognition of provisions is intimately linked with accounting conservatism. The ratio of
short- and long-term provisions to total liabilities (PLR) shows the degree of uncertainty. Companies incorporated in
countries that are classified as “conservative” do attribute a significantly higher degree of uncertainty to their total
amount of liabilities. Even if the International Financial Reporting Standards are the common accounting language
of listed companies in Europe, the standard of provisions is still a matter of managerial discretion, whether
influenced by traditional accounting practices or by other factors (Feleaga, Dragomir and Feleaga, 2010).
Conservatism principle is generally used by managers to deal with uncertainty. However, it can move away from
its own divine purposes such as protecting creditors and shareholders.
Before IAS 37 was published, it was relatively common for company directors to use provisions to smooth out
trends in reported profit. If the company was going to report good profits, then some provisions for unreal costs
might be introduced, such as a rather excessive provision. That would be set so that the reported was high enough to
2.2. TheAssociation of Provisionsand Conservatism
2.3. Financial Effects of Provisions
395 Ayca Zeynep Suer /  Procedia Economics and Finance  9 ( 2014 )  391 – 401 
impress shareholders without setting an impossible target for growth in future years. When profits started to decline,
those excessive provisions could be “corrected” so that the general trend could be maintained. Sometimes this
practice was taken to extremes when the company was likely to report terrible profits. Then directors were tend to be
in practice known as “big bath accounting”. This would be used where it was clear that a large loss would be
reported regardless of any accounting adjustments or accounting choices (Dunn, 2010).
The big bath involved making substantial provisions that increased the loss even further. The purpose of that was
that the directors could reverse those provisions in future years, assuming they survived the shareholders’ reaction to
the initial bad results. Reversing the excessive provisions had the effect of boosting profits and so making it easier
for the company to appear to be recovering and returning to profit (Dunn, 2010).
The estimates are determined by the judgment of the management of the entity, supplemented by experience of
similar transactions and, in some cases, reports from independent experts. Where the provision being measured
involves a large population of items, the obligation is estimated by weighting all possible outcomes by their
associated probabilities. The name for this statistical method of estimation is ‘expected value’. Where there is a
continuous range of possible outcomes, and each point in that range is as likely as any other, the mid-point of the
range is used. (Feleaga, Dragomir and Feleaga, 2010).
Managers have substantial discretion in setting provisions. Managers are supposed to exercise this discretion to
provide their best estimates and judgments. In practice, however, managers may face substantial incentives to
manipulate these estimates.
The primary motivation for managers to use their discretion in reporting provisions is to signal future
performance, thus reducing information asymmetry (Cheng, 2012).
Obligations arising from past events existing independently of an entity’s future actions are recognized as
provisions. In contrast, because of legal requirements or commercial issues, an entity may tend to carry out
expenditure to operate in a particular way in the future. Entities can avoid the future expenditure by its future actions
then it has no present obligation for that future expenditure and no provision is recognized (Feleaga, Dragomir and
Feleaga, 2010).
IAS 37 “Provisions, Contingent Liabilities and Contingent Assets” is one of the standards which prompt to
earnings management regarding the judgments and estimates.
Provisions’ major purpose is to increase the timeliness of expense recognition, but in serving such a purpose, they
provide firms with significant reporting discretion. One of the objectives of IAS 37 is to reduce firms’ current
discretion in reporting provisions, as confirmed by IASB Chairman Sir David Tweedie: “A main focus of IAS 37 is
big-bath provisions. Those who use them sometimes pray in aid the concept of prudence. All too often however the
provision is wildly excessive and conveniently finds its way back to the income statement in a later period.” (Peek,
2004).
Provisions are mainly related to discretionary accrual estimation issue in financial reporting. Currently, the
evidence on provisions management is largely restricted to anecdotal evidence. If firms do not misuse their
discretion in recognizing provisions, then a reduction in discretion, as the IASB pursues, can have an adverse effect
on the timeliness of expense recognition. (Peek, 2004). However, discretion in reporting provisions is inevitable
regarding the “best estimate” phrase in IAS 37. It is defined as “a liability of uncertain timing or amount” in the
standard. Important criteria for recognizing provisions are (1) that the risks or contingencies causing the recognition
are specific and (2) that the future financial impact must be reasonably estimable.
Accounting standards make the financial reporting process a way to provide investors needed statistics of not
only the current firm’s performance but also the forward-looking information (Siddiqua, 2013). Therefore, the
disclosure of provisions in the footnotes is crucial for the financial statement users.
IAS 37 effectively forbids the use of provisions to manipulate profits by overstating provisions one year in order
to recognize higher profits in the future. The requirements of IAS 37 are tended to ensure that provisions are
recognized when a business is likely to make a payment (or other transfer) in the future, but it must be probable that
the payment will actually be made. This is to prevent the recognition of unreal provisions that are intended to
smooth out fluctuations in profit (Dunn, 2010).
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BIST100 companies with the largest market capitalization and turnover listed on the Borsa Istanbul are referred
to as the BIST100. They represent stock based companies with the biggest market capitalization in Turkey and cover
many industry sectors. As of December 31, 2011, 59 non-financial firms are listed in BIST100. 5 companies were
eliminated which either: (a) two of them were subsidiaries of another company in the sample (b) one of them had a
different accounting period (c) two of them have not publish 2012 annual reports yet. The final sample was
comprised of 54 companies. In this study, the annual reports of these non-financial firms were assessed in terms of
detailed provisions disclosure in their footnotes. Assessment of the provisions and related footnote focused on:
(1) The total amount of provisions that are recognized in the financial statements
(2) The breakdown of total provisions into detailed provision types
(3) Determining detailed provision type fits which main provision category.
The examination of provisions for 2011 and 2012 indicates that BIST100 non-financial firms report provisions in
thirty-nine different types. These thirty-nine types have been classified into seven main categories. These categories
are:
a) Provisions for lawsuit liabilities: that are consists of two different types of provisions
b) Provisions for legal liabilities: that are consists of nine different types of provisions
c) Provisions for contracts: that are consists of six different types of provisions
d) Provisions for operating expenditures: that are consists of thirteen different types of provisions
e) Provisions for investing expenditures: that are consists of five different types of provisions
f) Provisions for financing expenditures: that are consists of three different types of provisions
g) Other
The information was analyzed regarding a company’s provisions from the notes to the annual reports. The
provisions are not recognized strictly to the IAS 37, thus including elements dealing with accounting for employee
benefits (IAS 19). Therefore, those types of provisions were eliminated. Each company may recognize several types
of provisions; the frequency and amount of each main category of provisions are provided in Table 1.
Table 1. Total Frequency and Amount of Main Provision Categories
Other 77.192.916 20 126.703.048 22
FOR CONTRACTS 436.171.251 12 525.556.436 13
FOR FINANCING EXPENDITURES 188.014 1 44.496 1
FOR INVESTING EXPENDITURES 108.171.767 3 127.096.580 3
FOR LAWSUIT LIABILITIES 580.617.337 45 719.689.247 44
FOR LEGAL LIABILITIES 182.301.357 9 114.428.980 9
FOR OPERATING EXPENDITURES 363.645.908 17 350.807.462 20
In accordance with Feleagas’ and Dragomir’s study, the ratio of short-and long-term provisions to total liabilities
(PLR) is used as a proxy for the degree of uncertainty associated with the settling of a company’s obligations.
The results of the paired samples test show that there is no significant difference between the provisions to
liabilities ratio in 2011 and the provisions to liabilities ratio in 2012. The results of the paired samples test are
provided in Table 2 and Table 3.
3. Data and Study Findings
2011 2012
Provision Type
Total Provi sion
(TL )
Total
F requency
Total Provi sion
(TL )
Total
F requency
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Table 2. Paired Samples Statistics
Mean N Std. Deviation Std. Error Mean
Pair 1 PLR_2011 ,027343 54 ,0569914 ,0077556
PLR_2012 ,029830 54 ,0603765 ,0082162
Table 3. Paired Samples Test
Paired Differences
t df
Sig. (2-
tailed)Mean Std. Deviation Std. Error Mean
95% Confidence Interval of the
Difference
Lower Upper
Pair 1 PLR_2011 -
PLR_2012
-,0024870 ,0272916 ,0037139 -,0099362 ,0049621 -,670 53 ,506
Figure 1 shows two years’ comparison of the total provisions’ allocation to main categories.
Fig. 1 Total Provision by Main Categories
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Figure 2 shows two years’ comparison of the total frequency to main categories.
Fig. 2. Total Frequency by Main Categories
Figure 3 shows the percentages of provisions by main categories in 2011. Figure 4 shows the percentages of
provisions by main categories in 2012.
Fig. 3. Percentages of Provisions by Main Categories in 2011
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Fig. 4 Percentages of Provisions by Main Categories in 2012
In order to eliminate the specific year factors, the average of two years’ provisions and frequency of companies is
taken into account based on their sectors. Then the total average frequency and total average amounts of thirty-nine
different provision types are clustered. Table 4 shows the results of this clustering.
Table 4. Clusters of Provision Based on Sectors
Cl usters
Total Aver age
Frequency
Total Aver age
Provision
cl uster_0 4 32.955.990
M ANUFACTURING INDUSTRY 3 2.085.500
TRANSPORTATION , TELECOMM UNICATION AND STORAGE 1 30.870.490
cl uster_1 62 614.787.889
CONSTRUCTION AND PUBL IC WORKS 2 55.412.000
ELECTRIC I TY GAS AND WATER 8 44.376.383
M ANUFACTURING INDUSTRY 39 253.358.592
M INING 3 7.435.737
TRANSPORTATION , TELECOMM UNICATION AND STORAGE 2 182.589.000
WHOLESALE AND RETAIL TRADE, HOTELS AND RESTAURANTS 8 71.616.178
cl uster_2 10 332.351.844
M ANUFACTURING INDUSTRY 6 314.717.000
TECHNOLOGY 4 17.634.844
cl uster_3 43,5 876.216.178
M ANUFACTURING INDUSTRY 25,5 430.548.388
M INING 3,5 68.476.000
TECHNOLOGY 6 83.667.588
TRANSPORTATION , TELECOMM UNICATION AND STORAGE 2 291.973.500
WHOLESALE AND RETAIL TRADE, HOTELS AND RESTAURANTS 6,5 1.550.703
Gr and Total 119,5 1.856.311.900
Other 6%
FOR
CONTRACTS
27%
FOR
FINANCING
EXPENDITURES
0%
FOR INVESTING
EXPENDITURES
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FOR LAWSUIT
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It is difficult to divide companies into four clusters sharply regarding the average of two years’ provisions and
frequency because of the problem of high standard deviations. Figures 5 and 6 show clusters graphic of companies.
Fig. 5. Clusters Graphic of Provisions and Frequency-1
Fig. 6. Clusters Graphic of Provisions and Frequency-2
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Provisions are one of the main outputs of management judgments, intent and estimations. The recognition and
disclosure of provisions require the interpretation of probabilities, key assumptions and estimation uncertainty.
Therefore recognition of provisions can play an important role in the preparation of financial reporting. Provisions
can also allow companies to use creative accounting practices and to manage earnings because of involving
uncertainty. However, reporting high provisions can cause a dilemma between conservatism principle and earning
manipulation regarding the uncertainty. It is difficult to gather information from provisions disclosures by analyzing
the managers’ attributes whether they are conservative or tend to smooth income.
The objective of this study was to explore the position statement of provisions, provision types and trends in the
financial reports of Borsa Istanbul 100 (BIST100) non-financial companies. The examination of provisions for 2011
and 2012 indicates that BIST100 non-financial companies report provisions in thirty-nine different types. These
types have been classified into seven main categories. The results show that companies report high amount of
provisions for lawsuit liabilities among seven main categories for both years.
This study also focused on whether the disclosure of provisions provided on key assumptions and estimation
uncertainty is limited or not. In order to measure the uncertainty degree of companies’ obligations, provisions to
liabilities ratios are calculated for two years. The results indicate that companies tend to report provisions in same
behavior, therefore their uncertainty degree of obligations are stable.
It is difficult to say how the provisions influence the quality of financial reports in this study. Since provisions are
mainly related to discretionary accrual estimation issue in financial reporting, impact of provisions on financial
statement users’ and auditors’ judgment can be another direction of future study.
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